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INTRODUCTION 


There are few trust officers professional practitioners who 
would deny that federal income taxation estates and trusts 
complex problem. recent years, there has been con- 
siderable effort expanded improve the law. These efforts 
have been applied towards simplification and closing loop- 
holes. these papers press, there are under considera- 
tion Congress number amendments Subchapter 
which would advance principally the latter purpose. 


The amendments not affect the existing structure 
estate and trust income taxation. Perhaps more satisfactory 
approach improvement this area tax law would 
discard existing concepts estates and trusts conduits. With 
this thought mind, Allen Tomlinson Florida, and Paul 
Icerman Michigan, certified public accountants, have devel- 
oped proposals which call for substantial revision existing 
concepts and, effect, present new philosophy for income 
taxation estates and trusts. 


The writers admit that their suggestions may require modi- 
fication and they invite your views and comments. 


The Editors the Banking Law Journal 


Taxing the Estate Entity 


ALLEN 


reconsideration the taxation estates now being 
undertaken government and professional levels for two prim- 


ary reasons: 


(1) The present system taxing estates and trusts 
very technical and complex. 

(2) The estate used tax device where taxable in- 
come can many instances distributed retain- 
solely according tax bracket motives. 


Three general theories have been advanced eliminate the 
complexity and the opportunity shift taxable income. All 
three would tax the estate taxable entity. 

The first theory consider the estate merely ex- 
tension taxwise the decedent. During the entire administra- 
tion period the estate would the taxpayer its income 
and there would not allowed any deduction for distributions 
beneficiaries. This method would require consideration 
some all the individual tax features such joint returns, 
head household, dependents, medical deductions, etc. 

The second theory somewhat identical with the following 
variations: 


(1) Individual tax features such mentioned would 
not allowed. 

(2) The estate would taxable entity for taxable 
years beginning not more than months after 
the date death. Following the month 
period the estate would treated discretionary 
trust (as under present statute where the estate 
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closed the Commissioner) with throwback 
application. 


The third theory combination the above two theories 
allowing individual tax features and providing limited 
month entity period. 

The principle allowing individual tax features might 
thought bring about new complexities where the objective 
simplicity. However, study this aspect does not reveal 
any insurmountable problems. 

Acceptance either complete partial entity theory for 
the taxation estates means abandonment the counter theory 
held some eliminating all intangible entities taxpayers. 
Also must prepared accept the result taxing all in- 
come one entity even though the income under local law be- 
longs number beneficiaries. Thus income may taxed 
higher rates simply because received estate. How- 
ever, whether the estate income under the entity method 
taxed higher lower rates than present law seems 
merely the result changing new concept the taxation 
estates. 

Under any entity theory the following typical situations 
would arise: 


(1) Low bracket beneficiaries would urge early distri- 
bution income producing property. 

(2) High bracket beneficiaries would urge that the es- 
tate prolonged for the longest time under the 
statute. 

(3) Property transfers intervivos trust would used 
avoid the estate entity theory. 

(4) Great importance would attach under state laws 
when title property vests the heirs. 


The general observation made that most small and medium 
size estates are wound three four years from death, that 
the reason for the month entity period referred 
above. Thus simplicity return preparation would afford- 
the fiduciary but additional tax cost the low bracket 
beneficiaries because generally small estates have low bracket 
beneficiaries. Large estates with great number beneficiaries 


would similarly effected while estates with small number 
high bracket beneficiaries would probably not distribute dur- 
ing this period anyway. were increase the entity period 
for duration administration would extend the simplicity 
period for the fiduciary but continue for longer period the ad- 
verse effect where have numerous low bracket benefici- 
aries. However seems that this adverse effect would re- 
duced time goes the fiduciary can bring into focus the 
unpaid and contingent debt pattern thus permitting substantial 
distributions income property. Nevertheless, seems that 
month entity period would sufficient cover the 
normal administrative period for small and medium estates. 

the taxation trust were revised based upon similar 
approach i.e. the entity theory, then coordinated method 
would effect for this entire area taxation. Studies 
trust taxation are also being made this time. There would 
reason for high bracket beneficiaries unduly prolong 
estate administration constructive entity trust would then 
the taxpayer. 

One continuing problem with the entity system that high 
bracket beneficiaries have income which due them, taxed 
intangible entity lower rates than they had received 
the income themselves directly. This situation may one 
which has accepted order attain the main objectives. 
This pattern exists under present law where estate income dis- 
tributions are usually discretionary. 

estates and trusts are the sole entities taxed, then 
testamentary trust established prior final administration the 
estate will have taxable income earned prior corpus distri- 
butions from the estate and tax free tax paid income from 
estate income distributions. There will problem 
the class income distributed trust beneficiaries taxation 
stops the trust level. 

The complete entity theory applied estates may necessi- 
tate some exceptions use the theory the foreign income 
area. Without exception the entity theory American citi- 
zen beneficiaries receiving distributions foreign income from 
foreign estates would pay tax. Non-resident alien benefici- 
aries resident estates receiving current distributions foreign 


income instead having tax levied this income would 
find such income taxable the estate. Furthermore existing 
tax treaties may have adjusted the entity theory. 

The change the tax revenue brought about the entity 
theory will difficult ascertain but any significant increase 
drop revenue does not appear evident. 

The tax where high bracket beneficiaries are involved would 
the same for the entity period. The tax where low bracket 
beneficiaries are involved might somewhat greater. 

The number beneficiaries involved each instance would 
important factor. any event tax revenue should in- 
crease because the curtailment discretionary income dis- 
tributions. 

Although the entity theory would not require the determi- 
nation and allocation classes income among the income 
beneficiaries there would have such allocation where 
charitable beneficiaries are concerned. Accordingly may 
have return the deduction for charitable contributions 
under present law and adjustment the dividend credit. 

Under the entity theory the election take administration 
expenses the fiduciary income tax return should continue 
allowed well the passing over the excess deduc- 
tions the last return the estate the beneficiaries. How- 
ever the present rule passing the income the estate out 
the beneficiaries the last year the estate would have 
reconsidered. the last year within the entity period this pass 
out rule now effect should abandoned. 

should for the entity theory made law 
even though trust taxation was not concurrently changed. There 
reason enough provide immediate relief from complex 
returns executors and administrators small estates. Small 
estates make the majority estates and their fiduciaries keep 
only the simplest records. not necessary for revenue pur- 
poses that they involved the intricate questions what 
part distribution corpus income under Federal tax 
law the classes income distributed. 

turning the entity theory have balance the tax 
avoidance possibilities The entity theory 
provides simplification and freedom from manipulation. The 


only tax shift opportunity seems the distribution in- 
come producing property beneficiary who would report 
the income that property the future. Here the estate 
doing only what the decedent could have done had lived. 
Another aspect the problem the equitable taxation be- 
tween large estates with sophisticated representation and small 
estates with unskilled representation. 

this point the revised method taxing estates can 
summarized follows: 


month administrative period. 

The theory applied would that the estate 
was the continuation the decedent. 

This theory would necessitate the continuation in- 
dividual tax aspects joint returns, dependents, medical 
expenses, etc. 

month period would change estate taxation status that 
discretionary trust. 


Such position the taxation estates means that what- 
ever differences there may between the old and new system, 
for instance more less tax given situations, are rationalized 
the theory continuance taxpayer through the ad- 
ministration his estate. Since certainty and simplicity are 
major factors urging this new theory taxation, the question 
arises possible complex problems involving special in- 
dividual tax aspects mentioned under “3” above. 

Present law provides for joint return the year death 
with the surviving spouse the parties consent. The new sys- 
tem would make joint return permissive during the entity 
period except where the surviving spouse remarries. Separate 
returns joint return would prepared and the parties 
would agree which filing utilize. 

Where joint returns are filed the tax liability involved could 
apportioned the ratio taxable income that neither 
party would legally responsible for the tax due the other. 
Under present law each party joint return has legal liability 


for the entire tax under assessment and collection procedures. 
This provision would relieve fiduciaries from unpaid tax liabili- 
ties and deficiencies the other party which otherwise might 
bring about local probate difficulties. substance would 
have separate return combination using joint return tax rates. 
However, there does not seem any real necessity change 
the present law liability for tax the joint return. Such 
tax could apportioned between the parties the ratio the 
tax incurred separate returns. 

Under present law surviving spouse with dependents can 
use joint return tax rates for two taxable years following the 
year death the deceased spouse. The proposed plan would 
remove this provision and permit joint return with the estate 
the parties elect. 

Where joint returns are filed under the entity theory, the 
estate and the surviving spouse should each considered 
taxpayer for the purpose the “personal” exemption $600.00. 

Permissive joint returns typical case not appear 
cause any major tax revenue change. For example take 
estate where there only one beneficiary, the surviving spouse. 
Under the present law and the entity theory both the estate and 
the surviving spouse would compute the tax the basis 
separate returns follows: 


Estate Tax 


Taxable Income $20,000. $6,000. 
Tax 7,260. 1,360. $8,620. 
After Tax Income $12,740. $4,640. 


Under present law the executor has the right more nearly 
equalize the taxable incomes distribution the spouse. 
Accordingly, distributes $8,000.00 income which results 
tax between the parties now shown: 


Estate Tax 


Taxable Income 
Tax 3,400. 4,260. $7,660. 
After Tax Income 9,740. 


Tax Saving 960. 


The entity theory would permit joint return and elected 
the parties the tax would follows: 


Estate Spouse Joint 


Taxable Income $26,000. 
Tax 7,660. $7,660. 
Tax Saving 960. 


Proration Tax Separate 
Return Tax Basis: 
Estate 84% 6,435. 
Spouse 16% 1,225. 
After Tax Income Estate $13,565. 
Spouse 4,775. 


under the entity theory the executor still wished dis- 
tribute $8,000.00 the spouse there would change the 
tax but the after tax income retained would compare follows: 


Retained Income 


Estate Spouse 
Present Law $8,600. 9,740. 
Entity Theory $5,565. 


This shift occurs because under the present law the executor 
relieved tax the income transferred the spouse while 
the entity joint return theory his share the tax the joint 
return predicated upon the ratio tax incurred separate 
returns without deduction for the transfer. 

any event under either the entity theory present law 
the parties can elect transfer income result the 
same total tax $7,660. with saving $960. tax from 
separate return position. 

Where there are other beneficiaries addition the spouse, 
the same principles would apply and all beneficiaries would 
share the joint return tax saving. 

Even assume the taxable income reversed, thus 
removing any need distribute the spouse, joint return 


would still save the estate $135.00 tax. $1,225.) 

question arises estimated tax payments under the 
entity theory. Under present law estates not make declara- 
tions payments estimated tax. Surviving spouses however 
are treated any taxpayer and must file where standard re- 
quirements are met. does not seem proper relieve the sur- 
viving spouse from filing declarations under the proposed entity 
theory, where her income would joined with that the 
estate. However, since her tax would depend upon income 
other than her own, some new rules would have developed 
take care this situation. Perhaps the present rule not 
requiring from estates should reviewed and re- 
considered light the entity theory. 

Medical expenses unpaid the date death may now 
deducted decedent’s income tax return the taxable year 
incurred relinquished deduction the estate tax return. 
The entity theory should provide for allowance the estate 
joint return. The medical expenses the surviving spouse and 
dependents should also allowed the joint return. 

Contributions are allowable estates without limit while 
individuals the allowance governed adjusted gross in- 
come. There adjusted gross income concept for estates. 
Under the entity joint return theory consideration should 
given the removal the unlimited contribution deduction 
and the development adjusted gross income concept for 
the joint return. allow the estate retain its unlimited 
deduction and the surviving spouse’s contributions limited 
the adjusted gross income contributed the joint return, 
would introducing complexities and not accord with 
our “continuation decedent” theory. 


The final aspect for discussion this paper concerns the 
joint tax return filed the estate and the surviving spouse. 
Under the present law the joint return filed Form 1040 and 
includes income the decedent the date death. From 
the date death forward the estate income reported Form 
1041. The application the entity theory estates with the 
election joint return during administration may require 
new return form for this purpose. Neither the forms present- 
use would proper. means that some adjusted gross 


income concept should provided for the return. there 
surviving spouse for some all the years the return 
could adaptable for use just the estate Form 1041 could 
still used. The same rules living spouses would 
operating carry-over losses and capital losses from and 
joint and separate returns. 

summary, concluded that the taxation estates 
entity worthy serious appraisal, consideration and debate 
and warranted, can practical matter, put into our exist- 
ing tax structure with the benefits simplification and provide 
positive restriction discretionary income distributions. 


Income Taxation Trusts 
New Approach 


PAUL ICERMAN® 


Six years ago the Ways and Means Committee recommended 
passage H.R. 8300, the Internal Revenue Code 1954. 
its report the Committee used phrases such “remove inequi- 
ties,” and reduction “tax barriers future expansion and 
growth.” Congress was assured that its passage would “lead 
increased employment and higher standard 
the six years IRC 1954, there has been rather widespread 
growth dissatisfaction with the whole income tax system. 
The first commissioner head the revenue service under the 
Code has publicly advocated the abolition the income tax. 
The present head the Ways and Means Committee, Mr. Mills, 
has from time time indicated that the performance the 
present system leaves much desired. 

The principal objections present income tax law center 
around 

1.) High rates 

2.) Special privilege provisions. 

Many people feel that our rate structure confiscatory, its 
effect being mitigated series legalized loopholes. Even 
lawyers and CPA’s whose living comes from tax practice are 
concerned. 

Studies are now being made order determine new ap- 
proaches the taxing income. Many these are directed 
rate reductions combined with simplification and loophole 
closing. The purpose this article propose some basic 
changes the taxing trusts, with particular attention direct- 
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toward the elimination their uses for tax avoidance. Let 
hasten state that not intent discourage the use 
trusts any manner except for tax avoidance. fact, some 
the taxation rules herein proposed may encourage the forma- 
tion trusts. 

Although the subject matter dealt with here the taxation 
the tax structure. such, the changes proposed the 
trust area should meet the broad objectives reform. ad- 
dition rate reduction, these usually are described as: 


1.) Simplification 
2.) Equity for all groups 
3.) Closing loopholes 


hoped that these criteria will applied judging the 
methods outlined here for the taxing trust income. 

1957 and 1958, the Advisory Group Subchapter 
studied the code related the tax estates, trusts, and 
beneficiaries. Its reports indicated that the group regarded 
multiple trusts tax avoidance device the first magnitude. 
great deal attention was devoted scheme for taxing 
these trusts. its bill revise Subchapter (H.R. 9662), the 
Ways and Means Committee said “Among the more important 
provisions designed prevent tax avoidance the amendment 
relating multiple Committee offered different 
scheme than that recommended its Advisory Group. How- 
ever, both the Committee and the Advisory Group are trying 
treat symptom rather than the disease. The real villain 
the accumulation trust. the privilege being taxed accu- 
mulated income which gives the trust its real tax avoidance ad- 
vantages. With stroke the pen, new taxpayer can 
created undermine the graduated rate schedule. have often 
wondered why Congress has concerned itself with the personal 
holding company punitive tax corporate investment hold- 
ings while letting trusts more less unchecked. 

The objective the plan herein proposed get rid 
the trust taxpayer. Actually the burden the tax comes 
rest some time natural person. Therefore, the equit- 
able taxing procedure would assess the tax against the 


ultimate beneficiary the income. This now allowing 
the tax burden shifted from the trust the beneficiary 
income distributed distributable. Present law fails its 
treatment income retained the makes feeble 
attempt charge the tax the recipient accumulated income 
its throw-back The rule much weakened built- 
avoidance provisions that only the unwary are caught. 

objective, propose that system taxing trust in- 
come should impose tax each year equal the amount which 
would collected the ultimate beneficiary were receive 
the income such year. Presently are meeting this ob- 
jective situations which the income turned over the 
beneficiaries. Certainly changes are contemplated these 
provisions. fact, the first change should liberalizatiun 
the rules regarding payment credit distributees. The mean- 
ing paid credited (as used Sec. 661 and 662) should 
expanded include income for which the trustee makes ir- 
revocable designation particular beneficiary. The tax 
such income, retained the trustee but designated for bene- 
ficiary, would shifted from the trust the beneficiary. 
the extent which income designated, current tax would 
collected from natural person rather that paper taxpayer. 

Immediately there comes mind question the source 
tax money for the beneficiary. proposed that taxed 
income designated but not paid him. This inequity 
the highest degree. The remedy for this situation “throw- 
out” provision. The beneficiary would granted the right 
claim reimbursement from the trust amount equal the 
tax the accumulated income designated for him. There 
precedent for this type rule Sec. 2206 which allows the 
executor recover estate tax from the beneficiary life in- 
surance included the gross estate. 

For example, trustee who has discretionary power 
the distribution income might not wish distribute income 
particular beneficiary. However, could make designa- 
tion income for the beneficiary and retain such income. The 
amount the designated income would deducted the 
fiduciary return the same manner distribution. 
time filing his return, the beneficiary would include the desig- 


nated income his return and would claim the tax such in- 
come from the trustee. This designated income less the tax 
throw-out could paid out any time the future with 
tax consequence the trust the beneficiary. Obviously 
the trustee would required maintain proper records 
these transactions and the amounts designated income still 
hand. 

Would the above system used adopted? would think 
so. allows more flexibility trust planning. This system 
would ideal for the accumulation income during minority 
the beneficiary. Designation income for more than one 
beneficiary might even reduce the tax. Certainly that circum- 
stance would bring about its use. this plan were enacted into 
law, grantors would soon respond empowering trustees 
make the designations. 

question may arise concerning the designation income. 
How irrevocable irrevocable? would say that the designa- 
tion must all the way, that the portion the trust desig- 
nated must pass the beneficiary his estate. There would 
way for the grantor and/or the trust re-allocate. 

With the trustee allowed designate retained income for 
beneficiaries, there probably would material reduction 
income accumulated for which natural person available 
taxpayer. However, choice otherwise many trustees 
will have income which not attached individual tax- 
payer. The method imposition tax the income pre- 
sents real challenge. The first scheme which comes mind 
involves the literal adoption the proposal that the tax should 
imposed natural persons, and not trusts. Adoption 
such rule would force trustees designate all accumulated 
income some beneficiary. Obviously, throw-out tax 
money would required. Such rule would lead gross in- 
equities the placing the tax burden and would put respon- 
sibilities trustees which they could not accept. Thus, 
are forced conclude that the tax accumulated income 
borne natural person, the tax cannot determined 
until such person receives the income (or has accumulated in- 
come designated him.) Since the tax burden cannot 
shifted natural person the time the income earned, the 


next best plan would place the burden him the time income 
distributed him. 

the final tax determination awaits the distribution in- 
come, should tax collected the meantime, and so, how? 
seems obvious that income should not accumulated tax 
free. This would real tax avoidance, and could lead large 
sums being built using money which would otherwise paid 
tax. Therefore, the trust must pay tax undesignated ac- 
cumulated income regular tax rates. Since the ultimate tax 
will the beneficiary, credit for tax paid the trust would 
allowed. suggested that the beneficiary allowed 
credit based upon the average rate tax paid during the period 
retention the income. This average would computed 
the trustee from cumulative record income and tax 
maintained throughout the period. For the sake simplicity, 
long-term capital gains would taxed the trust the al- 
ternative rate and passed the beneficiary accordingly. The 
trustee would allowed decide which kind income was 
being passed the distributee. 

would imagine that the above record would kept 
columnar sheet showing breakdown undistributed net 
income and amounts tax paid. Each year the current ac- 
cumulations and tax would added arrive the cumulative 
total from which the average tax rate could derived. 
period income retention and payment tax thereon, the 
trustee would make payout. could his discretion 
could required, and could all part the accumulat- 
income. The payout would dollars after tax. The 
trustee would make decision the type income being 
distributed and from the above record could calculate the tax 
paid thereon. The beneficiary would notified the kind 
income, the amount before tax, and the tax. These sums 
would then entered deductions the cumulative record. 
present, distributions could made from accumulated 
income until distributable net income for the year were ex- 
hausted. 

Now decision must made the imposition tax 
the beneficiary. has received certain amount after tax 
dollars with information the tax paid thereon. Some 


these dollars may have been designated capital gain dollars, 
others ordinary income. The totals amounts received plus 
tax paid would included gross income. But should this 
income, which may represent the accumulations several years, 
taxed the beneficiary one year? Should expose this 
income the ravages the progressive tax rate schedule? 
the case discretionary trusts, would say yes. method 
avoiding this distressing state affairs available. Even 
though distributions were not desirable, irrevocable designa- 
tions could have been made during the period accumulation, 
thus the impact the tax could have been minimized. One 
must attribute more than little tax erudition the people 
connected with these trusts. Distributions and/or designations 
could used avoid severe damage from the graduated rate 
structure. 

Mandatory distributions such the attainment cer- 
tain age could result severe tax burdens the entire amount 
were taxed one tax year. system for alleviating this situa- 
tion would necessary. When present law taxes accumulated 
income the beneficiary, the throw-back rule invoked. This 
the years preceding the years preceding the year distribution. 
certainly not simple and the equity such scheme un- 
certain. credit for average tax paid would prevent the use 
the throw-back rule now know it. Instead system 
involving spread-back could used. would operate 
similarly Sec. 1302 dealing with income received one year 
earned over long period Sec. granting relief for recipients 
life insurance policies. These sections allow spread-back 
three years which might not adequate the case trust 
income. would suggest year spread-back maximum, 
the years being reduced for beneficiaries trusts which have 
accumulated for shorter periods. 


For example, distributee accumulated trust income 
would advised that such income had been acquired over 
period more than ten years. would advised the 
amount income and tax paid. Thereupon, could include 
this income the return the current year could spread 
equally over the current year and the nine preceding years. 


Credit for tax paid would claimed the same manner. 
the taxpayer had not been existence for the entire year 
period, the spread-back would limited the years his ex- 
istence. the distribution were discretionary, there would 
spread-back option. 

believed that this tax plan for trusts would end the tax 
advantages accorded multiple trusts. Since the tax trust 
income finally determined the time receipt the bene- 
ficiary, taxes are not affected the number trusts for one 
beneficiary. the trusts are discretionary, the income must 
designated which means taxation the beneficiary the year 
received all the accumulated income will taxed one 
year when distributed. trusts would enjoy advan- 
tage the low tax brackets while accumulating income but the 
advantage would disappear time distribution. dis- 
tributions are not discretionary, long periods accumulation 
would also tend build the tax for the beneficiary time 
receipt. Legislation before Congress present would tax 
only trusts multiple trusts more than one distributed 
year. The proposal here has the advantage treating all trusts 
alike, whether not they are multiple. Sprinkle trusts also 
would discouraged the income would taxed the 
ficiary all the year distributed. these two types trusts 
generally are conceded offer the most handsome tax avoidance 
possibilities, system removing these possibilities would have 
some definite advantages. 

channeling the impact tax trust income the bene- 
ficiary, not intent imply that the rules regarding 
grantor trusts scrapped. the contrary, would suggest 
that their scope enlarged include reversionary trusts. 
This would mean the elimination the Clifford trusts. basic 
principle our tax system prevents the separation the fruit 
from the tree. The short-term trust allows temporary fence 
built around the tree. While the fence place may 
not scaled the owner, thus not considered the owner 
the fruit. This bit legal fiction should not part the 
tax law. 


Summary 
The general principle advocated here involves the placing 


the tax burden for trust income entirely natural persons. 
This would accomplished by: 


Allowing irrevocable designations accumulated in- 
come deducted the trust and taxed the beneficiary 
designated. The trustee would empowered throw-out tax 
monies the beneficiary being taxed. 

Taxing undesignated accumulations the trust in- 
dividual rates pending distribution. 

Taxing accumulation distributions the distributee 
with credit for tax paid the trust. spread-back provision 
would grant relief some distributees. 


also recommended that all reversionary trusts taxed 
the grantor, whether not income distributed. 

believed that the system outlined will provide equitable 
treatment for taxpayers and will protect the revenue. will 
not discourage the use trusts except certain kinds tax 
avoidance schemes. 


